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Figure21ntroductionoftheExecutiveOfficerSystem
companiesthatreportedtobeconsideringnewstructuresorthosewho
repliedthattheyhadnotyetcontemplatedchange.
Thestatusofappointmentofoutsidedirectorswasalsoresearched
byNikkeiKeizaiShimbuninJune2001(Figure3).Thecorporatesec-
forhasstartedtoactonthesechangesandhasbeenproceedingtoin-
troducethesenewformatssinceJune2001.
Theexistingsystemstillremainsanoption,anditispossibleto
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Figure3ConditionsforAppointmentofOutsideDirectors
achievemanagementthatismoretransparentandquicker・toact
withintheframeworkoftheexistingsystem.Adoptionofthenewsys-
temisnotmandatoryundertherevisedcodethatwillbeimplemented
in2003.Regardlessofwhichsystemisultimatelychosen,however,it
willalwaysbenecessaryinthefuturetopr°ovideaccountabilitytothe
market.
Thischangemeansthatthedecisionmakingtransparencyhasbeen
enhancedfromanexternalperspectivebecausecriticalmattersthat
touchonthefundamentalsofmanagementaretherebyentrustedto
partiesoutsidethecompany.Inaddition,startinginApril2003,
Japanesecompanieswillberequiredtoappointexternalauditors.Tor
manyJapanesecompanies,thiswillbeamajor・cultureshock.Western
corporategovernanceandthetraditionalJapanesebusinessculture
mayappearasdistinctfromeachotherascommunismandcapitalism,
theJapanesegovernmentiscommittedtodr-ivingthroughthesere-
forms(lvey,2002).
Whereastheestablishmentofasub-committeeisastandardcorpo-
ratemeasureinmanyjurisdictions,thepushtomaketheappointment
ofanon-executivedirectormandatoryforlargecoy°porationshas
broughtquitearesponse.TheseniormanagingdirectoroftheJapan
FederationofEconomicOrganizations('Keidanren')wentasfarasto
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speculatethatsucharulewassupportedbyself-interested,U.S.-
affiliatedconsultantsandlawyersseekingnewbusinessopportunities
fromlegislation.Othersarguethatthemarketwillforcesuchchanges
oncorporationsanywayandthatthosethatdonotchangewilllosein
theend.
SONYCorp.establishedacorporateexecutiveofficerboardbackin
1997.SONYreducedthenumberofdirectorsfrom38to10withthree
ofthembeingoutsidedirectors,andatthesametimedifferentiatedbe-
tweentheboardofdirectorsandmanagementcommittees.Theresult
createdanoperationalexecutiveorganizationthatwasconsidereda
shifttowardthekindofcorporateorganizationfoundintheUnited
States.Inthefollowingyear°itestablishedacompensationcommittee
andothercommitteeswithintheboardofdirectorsandappointednon-
executivedirectorstotheboard.FujiPhotoFilmintroducedsuchasys-
temin1998.Subsequently,asteadilyincreasingnumberofcompanies
beganreformingtheirboards,introducinganexecutiveofficersystem,
andappointingoutsidedirectors.Manyothercorporationshaveap-
pointednon-executivedirectorstotheirboards-Softbank,Toshiba,
NomuraSecurities,andKonami,tonameafew.Examplesofcorpora-
tionsthathaveestablishedadvisoryboardstostrengthentheircorpo-
rategovernanceincludeOmuron,NTTDoCoMo,NisshoIwai,Nissan,
Matsushita,andAnritsu.
Since1998,Japanhasalsotakengenuinestepstobringitsaccount-
ingstandardsuptodatebyintroducingconsolidatedandmarket-to-
marketaccountingprinciplesamongotherchanges.Withtheuseof
consolidatedperformancereporting,companiescannotmanipulate
profits,employeenumbers,orasset/loandatabetweenthevarious
companydivisions.
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d)WhatShallJapaneseCompaniesDo?
Inthefirstpartofthissection,IproposedanidealforJapanesecor-
porategovernance.Obeyinglawsandrules,andcarryingoutresponsi-
bilitiesareimportantforthesuccessofthisidea.Japanesecompanies
andsocietyingeneraldonotnowalwayscomplywithlaws.Suchcom-
plianceisabsolutelynecessary;however,whattypesofcorporategov-
ernanceshouldbeadoptedisadifferentissue.
ThetraditionalJapanesesystemhasmanymerits,asexplainedin
section皿.Introducingnewcorporategovernanceissometimesdanger-
ousandwhetheritcanproduceprofitsoverallisunsure.Ofcourse,the
USsystemalsohasalotofmeritsandfitswellwiththetrendtoward
globalization.AlthoughtheusefulnessofadoptingtheUStypesystem
dependsontheneedsofanyparticularcompany,thisUSsystemseems
tobemoreappropriateinthecurrentclimateofglobalization.Evenif
acompanydecidestocontinuewithitstraditionalsystem,thecom-
panymustmakecertainspecificchangesmandatedbythenew2003
codechangesandoutlinedinthispaper.
VI.Conclusions
TotheoutsiderthechangestoJapaneselawdiscussedinthispaper
maynotappeartoosignificant.However,evenaconceptascommon-
placeasanexternalauditisalientomostofcorporateJapan,where
companieshavetraditionallybeenauditedbytheirowninternalem-
ployees.Butseveralcaseshaveexposedwiththissystem(Hermalin
andWeisbach,1998;HirshleiferandThankor,1994;andWarther,
1988),therebyprovingthatsuchchangesarenecessary.
AlthoughJapanesecorporategovernancesurelyhasmanyproblems,
completechangingtoacorporategovernancestructureoftheUSor
Germantypeisnotnecessary.Atpresent,Japanesecompaniesthat
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adopttheUStypesystemcangainalotofprestige.Japanesecorporate
governancechanges,especiallythosetowardgreatertransparencyand
accountabilityandemphasisonthecreationofstockholdervaluewill
continuetogainmomentum.Andmarketevaluationissoimportant
thatapoorratingcanforceachangeinthestructureofacompany
(Eisenberg,1989).YetintroducingtheUSsystemwithoutforethought
isdangerous.Recently,alotofproblems,suchasfraudulentaccount-
ing,havesurfacedintheU.S.However,drasticchangesintheU.S.by
companiesandregulationsarehappeningatarapidrate.Becausethe
Japanesehaveaculturalreluctancetointroducesuddenchange,move-
menttowardtheUStypesystemisnotwidespreadatpresentandis
unlikelytobeintroducedinthenearfuture.
WhatweneedinJapanisanewtypeofcorporategovernancethat
suitsJapanesecompaniesandsociety,whileatthesametimeweasa
societybegintoobeyourlawsandrules.Thisideacanonlybeachieved
throughahighdegreeofmeasurement,monitoring,andmotivation.
Acorporategovernancestructurethatplacesthegreatestweighton
overallstakeholders'interestsseemsimportant(Tirole,2001).Inaddi-
tion,althoughdualgovernancebyshareholdersandcompanymanag-
ersseemsdesirableinJapan,somecompanieswillhavedifficulty
accomplishingormaintainingsuchasharedpowerstructurebecause
theexternalpressuresofcorporateglobalizationdonotallowforthis
powersharing.Japanesecompaniescannotignoretheworldtrend
completely.Japanesecompanieshavetraditionallyhaveconsidered
haveconsideredmanagerS7decision-makingauthoritytobemostim-
portant,especiallyasalong-termstrategy.Incontrast,theyhavenot
putmuchemphasisonshareholderauthority.Atleastfortheshort-
termstrategy,companieswillhavetoconsidershareholders'interests
morethanispresentlydone.
TheauditingsysteminJapanesecorporationsneedssignificant
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reform,justasithasbeenshowingtobeneededincorporatesystems
worldwide.Auditorsneedtobeabletodotheirjobunderconditionsof
completeindependenceandwithgovernmentenforcementofregula-
tionsthatensuretheauditorscompleteaccesstoaccurateinformation
aboutallaspectsofacompany'sperformance,auditorscannotprovide
shareholdersandthesocietyatlargewithanobjectiveassessmentofa
company'ssuccessandworth.
TheJapaneseeconomicsocialsystemisundergoingchangesuchthat
thepowerofbanksisgreatlyreducedfromwhatitwasinthepast,and
thegeneralconditionsofemploymentarealsochanging.Thusthepi°e-
sentisagoodtimeforacademicresearchersandthemembersofthe
businesscommunitytocometogethertodevelopanewidealcorporate
governancestructureforJapan.
Fndnotes
?
?
?
?
?
??
?
?
Forvat°iouscount　°ies'cases,seeforexampleMonksandMinow(1995).
Banksalsotakepartinmanagement.llaushankenplaysanimportant
role.ThissystemissimilartothatinJapan.
Fortherelationbetweenthetraditionalstruetureofshareholdersand
profits,seeforexampleCore,Holthausen,andLarcker(1999).Thereisa
bigdifferencebetweenJapanandothercountries:seeforexample
Karpoff,Malatesta,andWalking(1996),andWahal(1996).
The'Seniority'systemor・'lifetimeemployment'systemshavepromoted
suchconditions.IIowever,thissystemalsocontainsproblems:seeforex-
ampleShishido(1999)saysthat'companycommunity'hasproducedcom-
petitiveneSSreCently.
Corporategovernanceisaunder・constantpressuretoservetheinterests
oftheinvestors.Justasinpreviousdownturns,thet1.S.recessionhasun-
coveredmanagerialbehaviorthattheauditorsmissed;andaccordingto
theFinancialTimes(2002),investors'faithincorporateexecutiveshas
beenbadlyshaken.Top-executivesseldomtakeresponsibilityinJapan
(KangandShivdasani,1995).
ByrdandHickman(1992)reportsimilarempiricalresults.Therearestill
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problemswithamendmentsmadetotheJapaneseCommercialCodein
2001.Namely,statutoryauditorsstillcaanotdismissapresident,they
cannotspeakfranklybecausethepresidenthastherighttoappoint
statutoryauditors,andappointmentstothepostofstatutoryauditorare
regardedasatokenofappreciationforservicetothecompany.
7.Inthepast,governmentguidanceandthemainbanksystemprovided
somechecksandbalancesonthepowerofmanagement.Ifacompanyper-
formedpoorly,thebureaucracywouldintervene,orthebankswould
forcehigh-rankingmanagerstoleave.Thebanksalsopreferredtobook
hiddenprofitsontheirshareholdingsthantotakedividendsandpaytax.
8.Thelackofmanagementaccountabilityhasitsrootsinthehistoryof
Japanesebusiness.Inthepostwarperiod,corporationsenjoyedsomany
profitableopportunitiesthatitmadesensetoreinvesttheft・eecashflow
ratherthantoreturnittoshareholdersasdividendsonwhichmustbe
paid.
9.Thereisalsoaviewthatenlightenmentisneededamongcompaniesthat
arepartofthemodernJapaneselargecommercialandindustrialcon-
glomerates,knownaszaibatsu,becausetheirmanagementtermslackan
appreciationoftheimportanceofcapitalmarketsprimarilybecauseof
thestableshareholdingrelationshipstheyenjoyedinthepast:see
KomiyamaandMasaoka(2002).
10.Fortherelationbetweenscaleofexternalauditorsandprofits,see,forex-
ample,Yermack(1996).Atpresent,therearearound10,4001argecorpo-
rationsinJapan.Themainfeatureoftheproposalisthatatleastone
externaldirectormustbeappointedtotheboardoflargecorporations.
Anexternaldirectorisdefinedasanypersonwhohasnotatanytime
beenanemployee,manager,ordirectorofthecompanyorofanyofits
subsidiaries.
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